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~eo’'s letter

VOILE
Mobility

We’'re on our way...
Dear Fellow Shareholders,

In 2005, Voice Mobility continued work with

Avaya to deploy our messaging solution to Tier |
telecommunication and Fortune 500 companies
worldwide. We successfully secured Avaya’s
acceptance of the hosted business model and began
product trials with major service providers.

We continue to pursue opportunities with telephone
companies in multiple regions.
October, together with
their first service provider
customer, Avaya announced
the launch of Hosted
Solutions, which includes
Voice Mobility’s software.

Highlights in 2005
_)

-

Our Partnership with Avaya

Avaya is proving to be a good partner. We have constructed highly
collaborative development teams to craft the product. We have worked
closely to secure customersl Together, we have created a vision for the
future that is the basis for a long and prosperous relationship. While
the initial steps of this relatlonshlp took more time than we had hoped,
we are well past the formative stages and on our way to performance
and revenue.

in September and

Began first trial with a major US telephone company. A\
First European-based telephone company trial commenced \&\‘” RECEWED %D

and concluded satisfactorily. cﬁv 4§

Voice Mobility and/Avaya scoped and developed our sofg rqﬁﬁ\’ Tl 2 2006
next version, due For release in 2006. This next version &
include new features and functionality, like IP telephony &
which uses internet technologies to transmit telephone calls.’

Our solution mterconnects with over 85% of legacy PBXs in the
enterprise marketplace

We secured funding from Avaya to add multiple languages.
We developed a second partnership with Montan Telecom.

Our product was recogmzed for its exceptional quality, both
within Avaya and externally One organization has rated

our software code’s quality in the top 2% of development
organizations worldwide.
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Partnership Development

Traditionally, telephone companies (telcos) purchase messaging
solutions that run on proprietary hardware. These products depreciate
over time and require specially trained staff. As such, analysts predict
an increase in telcos moving toward outsourced solutions.

Together with Avaya, we are proposing a new messaging solution that
alters traditional business models. With hosted messaging, Avaya houses
the entire solution—at their capital expense—on their premises, and
provides support to the telcos. The telco simply pays a monthly per-
user fee.

This operational shift takes time to understand and accept. While telco
management teams immediately recognize the substantial savings with
Avaya’s hosted solution, operational groups
need time to support this new business
model.

Avaya is the world leader in messaging
hardware and software business sales.
Moving to a hosted model has been a huge
cultural shift within Avaya so has taken
substantial time and effort.

After evaluating hosted messaging’s
market opportunity, Avaya supplemented
its equipment sales with a services
component, creating the hosted messaging
solution. Avaya undertook an extensive review of internal messaging
products, but these did not prove scalable or robust enough to be
deployed in the hosted model.

We endured a prolonged ‘sales’ process convincing Avaya to choose our
product for their hosted solution. We are pleased to have secured their
support.

Product Preparation

In preparing our joint offering for the marketplace, we passed all
product testing and evaluations and received sign-off from various
departments and management levels within Avaya.

Avaya has established new divisions and hired product sales and support
staff for whom Voice Maobility has provided training. We are working
with Avaya development teams to ensure tight integration with other
Avaya hosted products. In addition, we are developing sales and
marketing collateral and are helping Avaya close hosted messaging
business deals with telcos.
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Is the Avaya Partnership Working?

Building Further Relationships

Challenging Status Quo

Qur Team

Yes, absolutely. Avaya is a leading company in the internet telephony
(VolP) marketplace. Our product is the standard messaging offering for
hosted IP telephony, and our|next
product release will support|VolP,
namely Session Initiated Protocol
(SIP). Analysts project this n'imarket
will achieve double-digit growth.

Together with Avaya, we will
continue to secure business with
carrier consumer and enterprise
customers.

Avaya has now invested over| $1.5

million to supply hardware and software products to our development
team. In 2006, Avaya will fund our product’s translation into multiple
languages. These languages will allow Avaya to sell our product
worldwide.

We are messaging-product specialists; few, if any, companies can make
this claim. We are channel-partner friendly; we do not offer other
products that may compete or conflict with our channel partner’s
products.

We are always looking for ways to expand our access to the market
without putting our Avaya relationship at risk. We selectively evaluate
secondary channels, establishing sound relationships with partners like
Montan Telecom, a Europeaﬁ carrier. We expect this relationship to

Lo .
generate revenue from otherwise inaccessible customers.

Our business model is unique and disruptive. The hosted model
challenges the own-your-hardware-and-software paradigm and
dramatically reduces operating costs while increasing functionality.

Where our competitors provide hardware solutions only, we can provide
messaging solutions with all| the service components included. This
arrangement allows telecommunication providers to focus their time,
resources and capital on core business, while leaving messaging systems
and support up to us.

For an emerging company, Voice Mobility attracts talented and

experienced management and development teams, and board members
including a retired CEO and|officers of leading telecommunication
companies.
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Next Year and Beyond
We are poised for success.

We have the product and the partners. Telephone companies and
enterprises worldwide are seeking solutions to messaging challenges.
Together with Avaya, we have developed world-class solutions.

We have spoken with most major domestic telephone companies. They
validate our value proposition and product, and agree that moving to a
hosted messaging solution is the smart choice.

Major industry reports confirm
that the hosted messaging
Percent of Revenues by Market Segment (North America), 2003 - 2011  marketplace will continue to

e : i { grow rapidly. In addition, the

- " ‘ hosted Internet telephony

marketplace will grow
significantly over the next few
years; we will benefit from
this growth.

Enterprise Voice and Unified Messaging Platform Market:

Revenue will begin to be
noteworthy and, because
we operate on a model that
recognizes revenue over a
extended term (2- or 3-year

i : : - ; contracts), we may clearly
North American Enterprise Voice and Unified Messaging Platform Markets, .

Frost & Sullivan, 2005 project our quarter-to-quarter

growth.

Executing our growth and profitability opportunities is Voice Mobility’s
focus for 2006. Each Voice Mobility team member is dedicated to
moving our business forward.

Success is on the horizon.

Thank you for your continued support.

e

Randy Buchamer
Chief Executive Officer

annual report 2005
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The communications industry is undergoing a massive transformation.

The internet is influencing tll'me entire telecommunications landscape.
From VolP to Instant Messaging, and social networking to the
blogosphere, people are changing how they communicate.

How is Voice Mobility staying ahead of these changes?

We spent the latter part of 2005 working on exciting new features
for our next major platform release, version 4.0. This release will be
available mid-2006.

One of the major focuses in this next release is Voice over Internet
Protocol (VolP). Our product} will include full support for all major VolP
standards with a particular fiocus on SIP signaling. By working closely
with our partners and with leading equipment vendors, we have ensured

that our messaging platform| will offer world-class VolP connectivity.

Another major focus for this release is better support for mobile users.
To improve integration with|the next generation of smart phones, like
Blackberry and Treo, we have enhanced our email notification
options; users canchoose to receive voice messages in either
WAV or MP3 formats, and fax messages in TIF or PDF. We will
also include a full IMAP server, allowing the highly mobile and
the techno-savvy to keep their messages synchronized even
when checking them from multiple locations and multiple
devices.

One of the fastest|growing phenomenon on the Internet today
is the surge of web ‘mashups’. A mashup combines data from
multiple sources like eBay, Amazon and Google, and presents
it in innovative ways. For example, a realtor could display
on a single webpage multiple properties’ details along with
a Google map advising the best route to visit each house.
Mashups are made| possible when service providers allow

= their data to be accessed using simple,
standards-based application programming
interfaces (API).

In version 4.0, Voice Mobility will make
its entire platform available to web
developers using a standard APl—a REST-
styled web-services interface. We are
extremely excited to see how these
capabilities will be put to use.
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Google’s Vint Cerf recently said:

"We know we don’t have a corner on creativity.
There are creative people all around the
world, hundreds of millions of them, and
they are going to think of things to do
with our basic platform that we didn’t
think of.”

One of our developers has already demonstrated
the power of our APl by creating a module for
Google that integrates our platform’s message
content directly with the Google homepage. This
will enable a subscriber to display their voice
and fax messages on their personalized Google
homepage.

Looking Ahead

We have already begun planning and developing numerous features for
delivery later this year and into 2007. One of the big changes will be
the integration of standards-based media servers as a key component
of our platform. This change will allow us to deploy new services even
more rapidly by using high-level scripting languages like VXML and
MOML. It will also prepare our platform for integration into the IMS-
based architectures we expect many Tier 1 carriers to deploy over the
next five years.

Customers can look forward to:

— Integration between Instant Messaging (IM) and our messaging
system. For example, a messaging platform could use IM
presence settings to know where you are and if you are busy.

— Video messaging will be a key component of our upcoming
releases. Work on this feature has already begun.

— Text-based blog and voice-based podcasts by telephone. By
combining text-to-speech conversion for incoming RSS feeds,
and by allowing RSS publishing of a user’s voice-blogging
mailbox, our platform will enable anyone with a telephone to
consume and create text- and voice-based blog and podcast
content.

Given all the possibilities offered by VolP, mashups, web servicés,
Instant Messaging, video and blogging, there has never been a more
exciting time to be involved in this industry.
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Without the best people, we cannot succeed.

Attracting Talent

Developing Our People

Retention

Our people are our greatest asset.

That’s why we have implemented strategies to attract, develop and

retain the brightest individuals with expertise and leadership skills that
support our growth plans.

At Voice Mobility, our philosophy is to recruit people with whom we can
build positive, rewarding and lasting relationships. We seek to recruit
and hire talented, energeticland committed people who share our
values and believe in our vislion. We look for individuals who want to
make a difference; those who challenge us to improve and help us to

grow as a company.

We are committed to our staff’s
continued development and jwelfare.

We encourage a modern, supportive and
empowering environment. We value staff
contributions at every level

We equip employees with the essential
tools and support needed to progress
within the company. We look at our
company’s strategic needs and provide
training and resources to help our employees improve ex15t1ng skills in

Our aim is to provide a stimulating work environment built on trust,
respect and fairness. By majintaining open and honest communication,
our employees know the company’s goals and what we need to do to
achieve them. Everyone is involved in the process; as a group,
. we make decisions :and generate new ideas and solutions. By
sustaining an env1r0nment where participation is expected,
- our employees remam engaged and empowered knowing their
contributions are necessary to achieve our goals.

We have implemented a staff appraisal system and we have
incorporated a rewlard structure to recognize the key skills,
knowledge and behaviors in line with our corporate objectives.

5007 wodaa enuue
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It is our staff’s explertise and commitment that have made

us a leading carrier-grade enhanced messaging software
- development company.
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OVERVIEW

You should read the following discussion of
operations together with the consolidated
to consolidated audited financial statemen
This discussion contains forward-looking st
and beliefs. Our actual results could diffe
forward-looking statements.

We are engaged in the development and s

volce.
Mobil

&

Management’'s Discussions and Analysis or Plan of
Operation

our financial condition and results of
audited financial statements and the notes
ts included elsewhere in this annual report.
atements that reflect our plans, estimates
r materially from those anticipated in these

ales and marketing of unified voice

messaging software through our wholly-owned operating subsidiaries, Voice

Mobility Inc. and Voice Mobility (US) Inc.
allows for legacy voice-mail replacement
time call connect, voice-mail to e-mail, a

Our enhanced messaging software suite
and incremental offerings such as real
nd fax to e-mail services. These unified

communication services are facilitated by;[the creation of a single personal digital

mailbox that can receive any type of com
or medium.

?nunication regardless of its incoming format

|

During the years ended December 31, 200?5 and 2004, we implemented a series of

restructuring plans in an effort to reduce
restructuring plans consisted primarily of
employees in all areas of our operations,

- s.f. t0 2,000 s.f. (saving rent of $2,000 (C

our expenses and monthly burn rate. The
restructuring debt as well as a reduction in
a reduction in our office space from 5,000
DN$3 000) per month) by relocating our

offices to our new premises in Burnaby, Bntlsh Columbia, a reduction in the size of

our office space in Victoria, British Colum
utilization of consultants.

bwa and by a significant reduction in the

During the year ended December 31, 2005‘ we continued the shift of our sales model
from a direct sales model to a channel partner model. A channel partner is a party
who will purchase our product for resale to telecommunication companies. This

fundamentally shifted the way our company was structured.

supporting the customer directly, we will
sales and support activities for our enhan
structure allowed us to reduce expenses i

Instead of selling and
utilize the channel partner to conduct the
ced messaging software. This shift in our
n the areas of support and training. We

reduced the number of employees by eight and we reduced expenses across the

company after a comprehensive review of

the funds we received through equity and
plan.

Results of Operations for the fi
and December 31, 2004

Sales

Sales for the fiscal year ended December
$12,981 for the fiscal year ended Decemb
Sales for the fiscal year ended December

revenue related to One1Voice Solutions Inc. of $11,755 and technical training and
hannel partner of $22,589. Sales to these

support services provided to Avaya, our ¢

our expenditures. This allowed us to stretch
debt financing to execute on our business

scal years ended December 31, 2005

31, 2005 were $34,344 compared to sales of
er 31, 2004, representing a 165% increase.
31, 2005 were from recognition of deferred
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Mebility
two customers comprised 100% of revenue for the fiscal year ended December 31,
2005. Sales for the fiscal year ended December 31, 2004 were from technical training
and support services provided to Avaya. For the fiscal year ended December 31, 2005,
we derived 100% of our sales from our Canadian operations (100% for the fiscal year
ended December 31, 2004).

During the fiscal year ended December 31, 2005, we generated sales through technical
training and support services and from recognition of deferred revenue related to
One1Voice Solutions inc. We have shifted our sales approach from direct sales to sales
through channel partners. During the fiscal year ended December 31, 2005, our focus
was to establish and develop a relationship with a channel partner that would provide
us with opportunities for sales to Tier | telecommunication companies. We have not
generated any product sales through channel partners to date.

Cost of sales

Cost of sales were $4,151 and $5,683 for the fiscal years ended December 31, 2005
and 2004 respectively. Cost of sales for the fiscal year ended December 31, 2005 was
related to personnel, travel and accommodation expenses incurred while providing
technical training and support services to Avaya. Cost of sales for the fiscal year
ended December 31, 2004 was related to travel and accommodation expenses incurred
while providing technical training and support services to Avaya.

Operating Expenses

Total operating costs for the year ended December 31, 2005 were $2,348,550
compared to $3,539,439 for the previous year. The decrease in total costs of
$1,190,889, or 34%, was primarily attributable to the issuance of Class V Warrants to
Avaya in June 2004. During the fiscal year ended December 31, 2004, we recorded
$1,169,591 in sales and marketing expenses for the fair value of the exercisable Class
V warrants issued to Avaya. The remaining decreases in total costs were attributable
to decreases of amortization of property and equipment, professional fees and facility
costs.

Sales & Marketing

Our sales and marketing costs consists primarily of personnel, advertising, promotions,
public relations and business development. Total costs were $371,282 and $1,652,303
for the fiscal years ended December 31, 2005 and December 31, 2004 respectively
representing a decrease of 78% in sales and marketing costs.

The decrease of $1,281,021 in sales and marketing expense was primarily attributed
to the issuance of Class V warrants to Avaya in June 2004. During the fiscal year ended
December 31, 2004, we recorded $1,169,591 in sales and marketing expenses for the
fair value of the exercisable Class V warrants issued to Avaya. The remaining decrease
in sales and marketing expenses were attributable to decreases in personnel costs.

Research and Development
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Our research and development costs consist primarily of personnel, data and voice
transmission, and related facility costs. Our research and development costs were
$774,686 and $760,810 for the fiscal years ended December 31, 2005 and 2004
respectively, representing an increase of $13,876 or 2%. The increase of $13,876 is
primarily a result of an increase in data and voice transmission and related facility
costs.




General and Administrative

Our general and administrative costs consist primarily of personnel costs, professional
and legal costs, consulting fees, travel, and the lease of office space. General and
administrative costs were $1,202,582 and $1,126,326 for the fiscal years ended
December 31, 2005 and 2004 respectively, representing an increase of $76,256 or 7%
in our general and administrative costs. These costs reflect employee stock option
compensation cost of $nil and $14,061 forthe fiscal years ended December 31, 2005
and 2004 respectively.

Interest Expense

Our interest expense was $745,728 and $706,176 for the fiscal years ended December
31, 2005 and 2004 respectively. The intergst expense for the fiscal year ended
December 31, 2005 includes the amortlzatlon of the debt discount on the Series C and
D notes of $134 422 (CDNS164,390), the amortlzatlon of the 15% repayment premium
of the Series D note of $20,843 (CDNS$25, 490) issued in September 2003 and the
amortization of the deferred charges relatmg to our debt restructuring transaction in
September 2005 of $44,800 (CDNS$52, 559) The interest expense for the fiscal year
ended December 31, 2004 includes the arrportlzatlon of the debt discount on the Series
C and D notes of $166 077 (CDNS$214,971), the embedded beneficial conversion feature
of $32,000 related to the Series F convertible note and the amortization of the 15%
repayment premium of the Series D note of $25,752 (CDN$33,333) issued in September
2003. The remaining interest expense fon the fiscal years ended December 31, 2005
and 2004 consist of the stated interest rate on the pr1nc1pal amount of the then
outstanding notes.

Income Taxes

E

At December 31, 2005, we have $5,452,000 United States tax net operating losses that
expire in the years 2019 through to 2024.) As at December 31, 2005, we have Canadian
tax non-capital losses of approximately $;21 ,679,000 that will expire in the years 2006
through 2015. Pursuant to Section 382 olf the Internal Revenue Code, use of our net
operating loss carry forwards may be limited if the we experience a cumulative change
in ownership of greater than 50% in a movmg three year period. Ownership changes
could impact our ability to utilize net operatmg losses and credit carry forwards
remaining at the ownership change date.| The limitation will be determined by the fair
market value of common stock outstanding prior to the ownership change, multiplied
by the applicable federal rate.

Deferred income taxes reflect the net tax effects of temporary differences between
the carrying amounts of assets and habllmes for financial reporting purposes and the
amounts used for income tax purposes. For fiscal years ended December 31, 2005 and
2004 respectively, we recognized a valuat1on allowance equal to deferred tax assets
for which realization is uncertain.

Net Loss

Our net loss was $3,030,925 and $4,235,958 for the fiscal years ended December 31,
2005 and 2004 respectively. The primary reason for the decrease in net loss is due to
the issuance of Class V Warrants to Avaya in June 2004. During the fiscal year ended
December 31, 2004, we recorded $1, 169,'591 in sales and marketing expenses for the
fair value of the exercisable Class V warrants issued to Avaya. The remaining decrease

00z Wodas jenuue

Aem 1no uo




>
<
3
b
3
)
c
<]

annual report 2005

WEUEE X

SBa o
Mebility:
was attributable to decreases in amortization of property and equipment, personnel
costs and in legal and professional fees.

%2.,

Since inception through December 31, 2005, we have incurred aggregate net losses

of $43.3 million. The losses were primarily incurred as a result of our focus on the
development and testing of our product and the marketing of our product. We have
moved our focus from the development of our product and we are now in a position to
focus on the sales of our product and we believe that we will continue to incur losses
until we generate sufficient revenues to cover all of our operating expenses. Because
we are uncertain as to the rate at which telecommunications companies will replace
their legacy voicemail systems with technology like our enhanced messaging product,
we cannot accurately predict when we will be able to generate revenues which will
exceed our ongoing operating expenses.

Results of Operations for the fiscal years ended December 31, 2004
and December 31, 2003

Sales

Sales for the fiscal year ended December 31, 2004 were $12,981 compared to sales of
$57,967 for the fiscal year ended December 31, 2003, representing a 78% decrease.
Sales for the fiscal year ended December 31, 2004 were from technical training and
support services provided to Avaya. Sales for the fiscal year ended December 31,
2003 were from recognition of deferred revenue in relation to support services from
prior periods. Sales to Avaya comprised 100% of the revenue for the fiscal year ended
December 31, 2004. Sales to two customers comprised 74% of revenue for the fiscal
year ended December 31, 2003. For the fiscal year ended December 31, 2004, we
derived 100% of our sales from our Canadian operations (74% for the fiscal year ended
December 31, 2003) and nil% from sales from our U.S. operations (26% for the fiscal
year ended December 31, 2003).

During the fiscal year ended December 31, 2004, we generated sales through technical
training and support services. We have shifted our sales approach from direct sales to
sales through channel partners. During the fiscal year ended December 31, 2004, our
focus was to establish and develop a relationship with a channel partner that would
provide us with opportunities for sales to Tier | telecommunication companies. We
have not generated any sales through channel partners to date.

Cost of sales

Cost of sales were $5,683 and $nil for the fiscal years ended December 31, 2004 and
2003 respectively. Cost of sales for the fiscal year ended December 31, 2004 was

related to travel and accommodation expenses incurred while providing technical

training and support services to Avaya. We did not incur any cost of sales for the
fiscal year ended December 31, 2003 as all revenue earned in the year was recognized
deferred revenue.

Operating Expenses

Total operating costs for the year ended December 31, 2004 were $3,539,439
compared to $2,898,909 for the previous year. The increase in total costs of $640,530,
or 22%, was primarily attributable to the sales and marketing expense relating to the
issuance of Class V Warrants to Avaya. We issued the warrants as part of an amended
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master license agreement executed in June 2004. As part of the agreement, we

granted 6,000,000 Class V Warrant to Ava

y;a of which 2,000,000 vested immediately.

We recorded $1,169,591 in sales and marketing expenses for the fair value of the

2,000,000 exercisable Class V Warrants is

sued. This increase in sales and marketing

expense was partially offset by the decrease in general and administrative expenses.

Sales & Marketing

Our sales and marketing costs consists prir

services, personnel, advertising, promoti

development. Total costs were $1,652,30

December 31, 2004 and December 31, 20
148% in sales and marketing costs.

The increase of $986,502 in sales and ma

marily of Avaya business development
ons, public relations and business
3 and $665,801 for the fiscal years ended

03 respectively representing an increase of

rketing expense between the fiscal years

ended December 31, 2004 and 2003 is a result of a combination of an increase in sales

and marketing related to the issuance of

and the decrease in overall investor relati

severance expense of $17,000.

Research and Development

Our research and development costs cons

transmission, and related facility costs.

Class V Warrants to Avaya of $1,169,591
ons of $24,000, salaries of $122,000 and

ist primarily of personnel, data and voice
(Dur research and development costs were

$760,810 and $725,456 for the fiscal years ended December 31, 2004 and 2003

respectively, representing an increase of

$35 354 or 5%. The increase of $35,354 is

primarily a result of an increase in data and voice transmission and related facility

costs.
General and Administrative

Our general and administrative costs con

l
l

|
sist primarily of personnel costs, professional

and legal costs, consulting fees, travel, and the lease of office space. General and
administrative costs were $1,126,326 and $1,507,562 for the fiscal years ended
December 31, 2004 and 2003 respectwely representing a decrease of $381,236 or 25%

in our general and administrative costs.

These costs reflect employee stock option

compensation cost of $14,061 and $60, 062 for the fiscal years ended December 31,

2004 and 2003 respectively.
The decrease of $335,235 (net of stock b

ased compensation) is a result of a

combination of a decrease in the amortization of property and equipment of
approximately $551,062 due to the increase in fully amortized assets during the year

and an increase in legal and professional
former employee whereby we paid $118,
shares of our common stock valued at $1

interest Expense

Our interest expense was $706,176 and §

31, 2004 and 2003 respectively. The interest expense for the fiscal year ended
December 31, 2004 includes the amortization of the debt discount on the Series C

and D notes of $166,077 (Cdn.$214,971),
of $32,000 related to the Series F conver,
repayment premium of the Series D note

fees due to a settlement agreement with a
397 (CDN$150,000) in cash and issued 187,500
12,500.

629,043 for the fiscal years ended December

the embedded beneficial conversion feature
tible note and the amortization of the 15%
of $25,752 (Cdn.$33,333) issued in September
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2003. The interest expense for the fiscal year ended December 31, 2003 includes the
amortization of the 15% repayment premium of $242,230 (Cdn.$318,750) on the Series
A and B notes, which were issued between June 2002 and May 2003. The remaining
interest expense for the fiscal years ended December 31, 2004 and 2003 consist of the
stated interest rate on the principal amount of the then outstanding notes.

Loss on Debt Restructuring

For the fiscal year ended December 31, 2003, we recorded a $241,636 loss on debt
restructuring. :

Income Taxes

At December 31, 2004, we have $6,971,000 United States tax net operating losses that
expire in the years 2019 through to 2023. As at December 31, 2004, we have Canadian
tax non-capital losses of approximately $20,450,000 that will expire in the years 2005
through 2011. Non-capital losses of our Canadian operating subsidiary Voice Mobility
Inc., are restricted by Canadian Income Tax law and may not be available entirely

for use in future years pursuant to Section 111(5) of the Canadian Income Tax Act.
Pursuant to Section 382 of the Internal Revenue Code, use of our net operating loss
carry forwards may be limited if the we experience a cumulative change in ownership
of greater than 50% in a moving three year period. Ownership changes could impact
our ability to utilize net operating losses and credit carry forwards remaining at the
ownership change date. The limitation will be determined by the fair market value of
common stock outstanding prior to the ownership change, multiplied by the applicable
federal rate.

Deferred income taxes reflect the net tax effects of temporary differences between
the carrying amounts of assets and liabilities for financial reporting purposes and the
amounts used for income tax purposes. For fiscal years ended December 31, 2004 and
2003 respectively, we recognized a valuation allowance equal to deferred tax assets
for which realization is uncertain.

Net Loss

Our net loss was $4,235,958 and $3,711,616 for the fiscal years ended December 31,
2004 and 2003 respectively. The primary reason for the increase in net loss is due

to the sales and marketing expense related to the issuance of Class V Warrants to
Avaya. We recorded $1,169,591 in sales and marketing expenses for the fair value of
the exercisable Class V Warrants issued to Avaya. The increase in sales and marketing
expense was partially offset by the decrease in general and administrative expenses.

Since inception through December 31, 2004, we have incurred aggregate net losses

of $40.2 million. The losses were primarily incurred as a result of our focus on the
development and testing of our product and the marketing of our product. We have
moved our focus from the development of our product and we are now in a position to
focus on the sales of our product and we believe that we will continue to incur losses
until we generate sufficient revenues to cover all of our operating expenses. Because
we are uncertain as to the rate at which telecommunications companies will replace
their legacy voicemail systems with technology like our enhanced messaging product,
we cannot accurately predict when we will be able to generate revenues which will
exceed our ongoing operating expenses.
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Liquidity and Capital Resources

As of December 31, 2005, we had $2,130,3

capital of $1,393,348 and as of December

714 in cash and cash equivalents and working
31, 2004, we had $566,254 in cash and cash

voice =
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equivalents and a working capital deficiency of $5,631,974.

Operating Activities

Our operating activities resulted in net cash outflows of $2.2 million and $2.3

er 31, 2005 and 2004 respectively. The
resulted from investments in research and
ich led to operating losses in all periods.

million for the fiscal years ended Decemb
operating cash outflows for these periods
development and sales and marketing, wh

Investing Activities

Investing activities resulted in net cash outflows of $4,683 for the fiscal year ended
December 31, 2005. Investing activities resulted in net cash outflows of $109,079
for the fiscal year ended December 31, 2004. During the fiscal year ended 2004,

we received proceeds of $8,963 from the|sale of property and equipment and spent
$118,042 on property and equipment purchased during the period. The investing
activities in fiscal 2005 and 2004 were limited due to our cash conservation plans. At
December 31, 2005, we did not have any material commitments for future capital

expenditures.

Financing Activities

Financing activities resulted in net cash inflows of $3.7 million for the fiscal year
ended December 31, 2005 from the issuance of common shares and share purchase
warrants in several private placement transactions, the issuance of Series H notes in
April and May 2005 and the exercise of certain outstanding share purchase warrants

and options.

Financing activities resulted in net cash inflows of $2.9 million for the fiscal year
ended December 31, 2004 from the issuance of common shares and share purchase
warrants in several private placement transactions, the issuance of Series F and G
notes, and the exercise of certain outstanding share purchase warrants and options.

Debt Obligations

As at December 31, 2005, we have $9,104,316 in debt obligations and accrued interest

with maturity dates as follows:

Amount outstanding Maturity
. as|at December 31, 2005 Date

Series C notes payable $4,438,983 December 31, 2009 (1) 2
Series D notes payable 535,713 December 31, 2009 (1) g
Series E notes payable 655,372 December 31, 2009 (1) 35
Series F convertible note payable 144,568 December 31, 2009 (1) %%
Series G notes payable 385,324 December 31, 2009 (1) §§
Series H notes payable 408,153 December 31, 2009 (1
Innovatia Inc. promissory note 2,536,203 as discussed below

payable ,

9,104,316
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(1) On September 19, 2005 we extended the maturity date of the Series C, D, E, F, “
G and H notes to December 31, 2009 and included a provision which provides for the
scheduled repayment of these debts based upon a certain percentage of our earnings
before interest, tax, depreciation and amortization. See note 6 to the consolidated
financial statements included elsewhere in this filing.

Innovatia Inc. Promissory Note Payable

On December 28, 2001, we issued to Innovatia a promissory note in the amount

of $1,707,989 (CDNS$2,720,142) of which $2,536,203 (CDNS$2,949,604) of principal
and accrued interest is outstanding at December 31, 2005. The promissory note
bears interest at prime plus 1% (prime rate at December 31, 2005 was 4.75%) and

is repayable in quarterly instalments until repaid in full. The amount payable each
quarter is the lesser of $194,908 (Cdn$226,678) and 40% of the net aggregate amount
of invoices issued by our company to Aliant and its subsidiaries in the quarter.

After December 31, 2004, any current or future amounts due in accordance with the
quarterly repayment schedule are only payable in common shares and the number

of common shares payable, if any, is determined by dividing the amount payable by
CdnS$1.56. As at December 31, 2005, the current portion due on the promissory note is
$396,088 (CDNS460,651) and as of January 1, 2006, this amount is payable only by the
issuance of 295,289 common shares. Notwithstanding, we have the option at any time
and from time to time to prepay in cash, common shares or a combination thereof, the
whole or any portion of the remaining non-current balance. If we elected to prepay by
common shares, then 500,000 of the common shares will be valued at the lesser of the
market price of our common shares on the Toronto Stock Exchange and Cdn$0.75 per
share, and the value of the balance of any other common shares payable is determined
by the weighted average trading price of our common shares on the Toronto Stock
Exchange over the ten trading days immediately prior to the date on which the
common shares are to be issued. As at December 31, 2005, the non-current portion of
the promissory note eligible for prepayment is $2,140,115 (CDN$2,488,953) and if we
elected to prepay this amount with the issuance of common shares then as at January
1, 2006, this would result in the issuance of 2,928,180 common shares.

As at January 1, 2006, if we made the election to settle the entire principal and
interest outstanding with the issuance of common shares, this would result in
the issuance of 3,223,469 shares of our common stock. We are required to obtain
shareholder and regulatory approval to issue common shares to settle the promissory
note. We have obtained shareholder and regulatory approval to issue up to 2,000,000
shares of common stock to settle all or a portion of the promissory note. If the
2,000,000 shares of common stock is not sufficient to settle the promissory note,
we will need to obtain further shareholder and regulatory approval to issue common
shares to settle the remaining balance of the promissory note. In the event such
shareholder and regulatory approval is not obtained, the promissory note will be
payable only in cash.

We believe Innovatia has not complied with the terms of its development and license
agreements that gave rise to the promissory note debt obligation and as a result we
have corresponded with Innovatia to resolve the matter.
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We continue to accrue interest; however, there has been no activity in terms of
repayment of the promissory note since March 2002.




Trends and Uncertainties

Our ability to generate revenues in the future is dependent on when
telecommunication companies will replace their legacy voicemail systems and
implement new technology, like our enhanced messaging software. We cannot predict
when telecommunication companies will adopt such technology and this causes

some uncertainty with respect to the growth of and our ability to generate ongoing
revenues.

The continued downturn in the telecommunications industry is causing some
telecommunications companies to delay making any capital expenditures in connection
with replacing their legacy voicemail systems If telecommunication companies delay
their capital expenditures, then the growth of our revenues could also be delayed.

Future Operations i

Presently, our revenues are not sufficient to meet operating and capital expenses and
we have incurred operating losses since mceptlon which are likely to continue for
the foreseeable future. We anticipate that we will have negative cash flows during
the year ended December 31, 2006, however we have completed several private
placement transactions for net proceeds of $3.2 million in June and August 2005 and
we have extended the maturity date of $6 6 million of the Series C, D, E, F, Gand H
notes to December 31, 2009. Management projects that we may require an additional
$0.5 million to fund our ongoing operating expenses and working capital requirements
for the next twelve months. However, if conditions change outside of management’s
expectations, we will need to raise additional capital. We would raise the capital
required to satisfy our needs primarily through the sale of our equity securities or
debt.

We currently anticipate that we will generate revenues in the long-term as we
increase our sales and marketing activities and gain acceptance of our software

from Tier 1 telecommunications companies. We have implemented significant cost
reductions and expect to keep our operating costs to a minimum until cash is available
through financing or operating activities. | Based on current projections, we anticipate
that we will generate revenues from Tier|l telecommunications providers in 2006 as
such providers make the decision to replace legacy voicemail systems or deploy new
systems.

Due to the uncertainty of our ability to meet our current operating and capital
expenses, in their report on the annual consolidated financial statements for the year
ended December 31, 2005, our \ndependent registered public accounting firm included
an explanatory paragraph regarding concerns about our ability to continue as a going

concern in their audit report.

There is substantial doubt about our abil jty to continue as a going concern as the
continuation of our business is dependent upon obtaining further financing, successful
and sufficient market acceptance of our current products and any new products that
we may introduce, the continuing successful development of our products and related
technologies, and, finally, achieving a proﬁtable level of operations. The issuance of
additional equity securities by us could result in a significant dilution in the equity
interests of our current stockholders. Obtaining commercial loans, assuming those
loans would be available, will increase orlJr liabilities and future cash commitments.
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There are no assurances that we will be able to obtain further funds required for our
continued operations. We are pursuing various financing alternatives to meet our
immediate and long-term financial requirements. There can be no assurance that
additional financing will be available to us when needed or, if available, that it can
be obtained on commercially reasonable terms. If we are not able to obtain the
additional financing on a timely basis, we will be forced to scale down or perhaps even
cease the operation of our business.

APPLICATION OF CRITICAL ACCOUNTING POLICIES

Our consolidated financial statements and accompanying notes are prepared in
accordance with United States generally accepted accounting principles. Preparing
financial statements requires management to make estimates and assumptions that
affect the reported amounts of assets, liabilities, revenue, and expenses. These
estimates and assumptions are affected by management’s application of accounting
policies. We believe that understanding the basis and nature of the estimates

and assumptions involved with the following aspects of our consolidated financial
statements is critical to an understanding of our operating results and financial
position.

Revenue Recognition

Revenues are derived from sales of software licenses, hardware and maintenance and
training services. We sell software licenses with maintenance and training services,
hardware on a stand-alone basis and bundled arrangements including software,
hardware and maintenance and training services. We generally license our software to
customers for an indefinite period of time.

We recognize revenue in accordance with Statement of Position SOP 97-2 “Software
Revenue Recognition” and Staff Accounting Bulletin 104 “Revenue Recognition “.

SOP 97-2 requires that the total arrangement fee from software arrangements that
include rights to multiple software products, post contract customer support and/
or other services be allocated to each element of the arrangement based on their
relative fair values. Under SOP 97-2, the determination of fair value is based on
vendor specific objective evidence.

Software revenue is recognized under SOP 97-2 when persuasive evidence of an
arrangement exists, when all elements essential to the functionality of the software
including installation and training are delivered in accordance with the terms and
conditions of the customer contracts, when the fee is fixed or determinable, and when
collection is reasonably assured. Fees are considered fixed or determinable if the
contracts are similar to others for which we have a standard business practice and a
history of successful collection under the original payment terms.

For software arrangements involving multiple elements, we allocate revenue to each
element based on vendor specific objective evidence of relative fair values, which are
derived by allocating a value to each element that is based upon the prices charged
when the element is sold separately. Our product and services are generally sold as
part of a contract involving software, hardware, maintenance and training. Vendor
specific objective evidence is used to determine the relative fair values of these
various elements in each of the contracts.
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Revenue for hardware sold separately is recognized under Staff Accounting Bulletm
104. Hardware revenue, net of trade discounts is recognized upon shipment or

when all elements essential to functionality are complete and when all significant
contractual obligations have been satisfied and collection is reasonably assured. When
contracts contain specific contingencies, we defer revenue recognition until such time
as the contingencies are resolved.

Revenues from maintenance are recognized rateably over the term of the
arrangement, generally one year, and revenues from training are generally recognized
as the services are performed.

Software Development Costs

Costs incurred internally to develop computer software products and the costs to
acquire externally developed software products (which have no alternative future
use) to be sold, leased or otherwise markéted are charged to expense until the
technological feasibility of the product has been established. After technological
feasibility is established and until the pro!duct is available for general release,
software development, product enhancements and acquisition costs will be capitalized
and amortized on a product-by-product basis.

|
Stock Based Compensation |

1
We account for stock-based employee compensation arrangements using the intrinsic
value method in accordance with the provmons of Accounting Principles Board Opinion
No. 25, “Accounting for Stock Issued to Employees” (“APB 25”) and comply with
the disclosure provisions of Statement of Financial Accounting Standards No. 123,
"Accounting for Stock-Based Compensatién” ("FAS 123”) as amended by Statement
of Financial Accounting Standards No. 148 "Accounting for Stock-Based Compensation
Transition and Disclosure - an amendment of FASB Statement No. 123”. The pro
forma disclosure of stock-based compensétlon is included in Note 9[c] to our audited
consolidated financial statements for the|year ended December 31, 2005. Under APB
25, compensation expense for employees|is based on the difference between the fair
value of our stock and the exercise price if any, on the date of the grant. We account
for stock issued to non-employees at fair value in accordance with FAS 123. We use
the Black-Scholes option pricing model to determine the fair value of stock options
granted to non-employees.

RECENT ACCOUNTING PRONOUNCEMENTS

In December 2004, the FASB issued Statement of Financial Accounting Standards 123R
"Share-Based Payment,” a revision to FAS 123. FAS 123R replaces existing requirements
under FAS 123 and APB 25, and requires publ1c companies to recognize the cost of
employee services received in exchange for equity instruments, based on the grant-

date fair value of those instruments, with limited exceptions. FAS 123R also affects the E

pattern in which compensation cost is recognized, the accounting for employee share =
purchase plans, and the accounting for income tax effects of share-based payment 23
transactions. For small-business filers, FAS 123R will be effective for interim or annual 5o
periods beginning after December 15, 2005. We will adopt FAS 123R on January 1, F&

2006. As permitted by FAS 123, we currenftly account for share-based payments to
employees using APB 25’s intrinsic value method. Accordingly, the adoption of FAS
123R’s fair value method will have a significant impact on our statement of operations,
although it will have no impact on our overall financial position. The impact of




of share-based payments granted in the future. However, had we adopted FAS 123R in
prior periods, the impact of that standard would have approximated the impact of FAS
123 as described in the disclosure of pro forma net income and earnings per share in
Note 9[c] to these consolidated financial statements.

In May 2005, the FASB issued SFAS No. 154, “Accounting Changes and Error
Corrections.” SFAS No. 154 replaces APB Opinion No. 20, “Accounting Changes,” and
SFAS No. 3, “Reporting Accounting Changes in Interim Financial Statements,” and

is effective for accounting changes and error corrections made after December 31,
2005. Early adoption is also permitted. SFAS No. 154 requires that voluntary changes
in accounting principles be applied retrospectively to all periods presented so that
those financial statements contain a consistent application of the accounting principle.
APB Opinion No. 20 previously required that most voluntary changes in accounting
principles be reflected in the financial statements by showing the cumulative effect
of the change for all periods prior to the change. The guidance in APB Opinion No. 20
regarding the correction of an error in previously issued financial statements and a
change in accounting estimates was carried forward in SFAS No. 154. We plan to adopt
this standard in fiscal year 2006.
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Report Of independent Registeréd
Public Accounting Firm '

To the Board of Directors and Shareholders of
Voice Mobility International, Inc.

We have audited the accompanying consolidated balance sheets of Voice Mobility
International, Inc. as of December 31, 2005 and 2004 and the related consolidated
statements of operations, stockholders’ deficiency and cash flows for the years

then ended. These financial statements are the responsibility of the Company’s
management. Our responsibility is to express an opinion on these financial statements
based on our audits. ;

We conducted our audits in accordance with the standards of the Public Company
Accounting Oversight Board (United States). Those standards require that we plan
and perform the audit to obtain reasonable assurance about whether the financial
statements are free of material misstatement. We were not engaged to perform an
audit of the Company’s internal control over financial reporting. Our audit includes
consideration of internal control over financial reporting as a basis for designing
audit procedures that are appropriate in the circumstances, but not for the purpose
of expressing an opinion on the effectiveness of the Company’s internal control over
financial reporting. Accordingly, we express no such opinion. An audit also includes
examining, on a test basis, evidence supporting the amounts and disclosures in the
financial statements, assessing the accounting principles used and significant estimates
made by management, and evaluating the overall financial statement presentation.
We believe that our audits provide a reasonable basis for our opinion.

In our opinion, the financial statements referred to above present fairly, in all material
respects, the consolidated financial position of Voice Mobility International, Inc.

at December 31, 2005 and 2004, and the consolidated results of its operations and

its cash flows for the years then ended in conformity with U.S. generally accepted
accounting principles.

As discussed in Note 1 to the financial statements, the Company’s recurring net losses
and shareholders’ deficiency raise substantial doubt about its ability to continue as a
going concern. Management’s plans in regard to these matters are also described in
Note 1. These financial statements do not include any adjustments that might resutt
from the outcome of this uncertainty.

Vancouver, Canada, [SIGNATURE]
February 28, 2006 Chartered Accountants
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Voice Mobility International, Inc
CONSOLIDATED BALANCE SHEETS
[See Note 1 - Basis of Presentation]

As at December 31 : (expressed in U.S. dollars)

8.524.403

Total liabilities and stockholders deficiency 3, 037 656

See accompanying notes
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" Year ended December 31

Voice MOblllty Internatlonal Inc.

CONSOLIDATED STATEMENTS OF OPERA’?IONS

b

”Cost of sales

ross profi
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Sales anwd market' g [note 9[d
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See accompanying notes
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Voice Mobility International, Inc.

CONSOLIDATED STATEMENTS OF CASH FLOWS
December 31, 2005 , (expressed in U.S. dollars)

i
Effect of change in foreign exchange rate on cash
and cash equivalents

480 618

¥

: Hvdie ’ . "»‘v*?2541 b 85,636
Cash and cash equnvalents end of year 2,130,714 566,254

See accompanying notes
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Voice Mobility International, Inc.

NOTES TO CONSOLIDATED
FINANCIAL STATEMENTS

December 31, 2005 (expressed in U.S. dollars)

1. NATURE OF BUSINESS AND BASIS OF PRESENTATION

Nature of business

Voice Mobility International, Inc., (the “Company”) is a Nevada corporation engaged
in the development and sales and marketmg of enhanced messaging software through
its wholly owned operating subsidiaries, V01ce Mobility Inc. and Voice Mobility (US) Inc.
The Company’s enhanced messaging softWare suite will allow for legacy voice-mail
replacement and incremental offerings such as real time call connect, voice-mail to e-
mail, and fax to e-mail services. These unified communication services are facilitated
by the creation of a single personal digital mailbox that can receive any type of
communication regardless of its incoming format or medium. The Company’s principal
geographic markets include North America, Europe and Asia.

Basis of presentation ‘ l

The financial statements have been prepared by management in accordance with
United States generally accepted accountmg principles on a going concern basis, which
contemplates the realization of assets and the discharge of liabilities in the normal
course of business for the foreseeable future.

The Company incurred a net loss of $3,030,925 for the year ended December 31,
2005 [2004 - $4,235,958] and has a total shareholders’ deficiency of $6,789,750 that
raises substantial doubt about its ability to continue as a going concern. Management
has been able, thus far, to finance the operations through a series of equity and

debt financings. In fiscal 2005, the Comp‘any received net proceeds of $3.6 million

in connection with the issuance of debt and equity financing and the exercise of
outstanding options and warrants.. Management plans to continue to seek other
sources of financing on favorable terms; however, there are no assurances that any
such financing can be obtained on favorable terms, if at all. Management believes it
has implemented significant cost reducti:ons and expects to keep its operating costs to
a minimum until cash is available througlh financing or operating activities. There are
no assurances that the Company will be successful in achieving these goals.

24
3
=
=
2
-
5]
=
Q
-
~+
[aed
&
<
(%2

Aem Ino uo




annual report 2005

>
©
z
A
3
=1
c
(<]

2 fi? %@3 S 9::
248 &
obility

Voice Mobility International, Inc.

NOTES TO CONSOLIDATED
FINANCIAL STATEMENTS

December 31, 2005 ' . (expressed in U.S. dollars)

1. NATURE OF BUSINESS AND BASIiS OF PRESENTATION (cont’d.)

In view of these conditions, the ability of the Company to continue as a going
concern is in substantial doubt and dependent upon achieving a profitable level of
operations and on the ability of the Company to obtain necessary financing to fund
ongoing operations. Management believes that its current and future plans enable it
to continue as a going concern. These financial statements do not give effect to any
adjustments which would be necessary should the Company be unable to continue
as a going concern and therefore be required to realize its assets and discharge its
liabilities in other than the normal course of business and at amounts different from
those reflected in the accompanying financial statements.

2. SIGNIFICANT ACCOUNTING POL;ICIES

The following is a summary of significant accounting policies used in the preparation of
these consolidated financial statements:

Principles of consolidation

The accompanying consolidated financial statements include the accounts of the
Company and its wholly-owned subsidiaries, Voice Mobility Inc., Voice Mobility (US),
Inc., Voice Mobility Canada Limited, an inactive company and VM Sub Limited, also an
inactive company. All intercompany balances and transactions have been eliminated on
consolidation.

Use of estimates

The preparation of financial statements in conformity with U.S. generally accepted
accounting principles requires management to make estimates and assumptions that
affect the reported amounts of assets and liabilities and disclosures of contingent
assets and liabilities at the date of the financial statements and the reported amounts
of revenues and expenses during the period. Actual results could differ from those
estimates.

Revenue recognition

Revenues are derived from sales of software licenses, hardware, maintenance and
training services. The Company has sold software licenses with maintenance and
training services, hardware on a stand-alone basis and bundled arrangements including
software, hardware and maintenance and training services. The Company generally
licenses software to customers for an indefinite period of time.

B
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Voice Mobility International, Inc.

NOTES TO CONSOLIDATED
FINANCIAL STATEMENTS

December 31, 2005 (expressed in U.S. dollars)

2. SIGNIFICANT ACCOUNTING POLICIES (cont’d.)

The Company recognizes revenue in accordance with Statement of Position 97-2,
"Software Revenue Recognition” ("SOP 97-2") and Staff Accounting Bulletin No. 104,
"Revenue Recognition” ("*SAB 104”).

SOP 97-2 requires that the total arrangement fee from software arrangements that
include rights to multiple software products, post contract customer support and/
or other services be allocated to each element of the arrangement based on their
relative fair values. Under SOP 97-2, the determination of fair value is based on
vendor specific objective evidence.

Software revenue is recognized under SOP 97-2 when persuasive evidence of an
arrangement exists, when all elements essentlal to the functionality of the software
including installation and training are dehvered in accordance with the terms and
conditions of the customer contract, when the fee is fixed or determinable, and when
collection is reasonably assured. Fees are considered fixed or determinable if the
contracts are similar to others for which the Company has a standard business practice
and a history of successful collection under the original payment terms.

For software arrangements involving multiple elements, the Company allocates
revenue to each element based on vendor specific objective evidence of relative

fair values, which are derived by allocatmg a value to each element that is based
upon the prices charged when the element is sold separately. The Company’s product
and services are generally sold as part of a contract involving software, hardware,
maintenance and training. Vendor specific objective evidence is used to determine
the relative fair values of these various elements in each of the contracts.

{

{
Revenue for hardware sold separately is recognized under SAB 104. Hardware revenue,
net of trade discounts is recognized upon shipment or when all elements essential
to functionality are complete and when)all significant contractual obligations have
been satisfied and collection is reasonably assured. When contracts contain specific
contingencies, the Company defers revenue recognition until such time as the
contingencies are resolved.

Revenues from maintenance are recognized ratably over the term of the arrangement,

generally one year, and revenues from training are generally recognized as the services
are performed.
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Voice Mobility International, Inc.

NOTES TO CONSOLIDATED
FINANCIAL STATEMENTS

December 31, 2005 | | (expressed in U.S. dollars)

2. SIGNIFICANT ACCOUNTING POLICIES (cont’d.)
Foreign currency = -

These consolidated financial statements have been presented in United States dollars.
The functional currency of the Company is the U.S. dollar. The functional currency of
the Company’s Canadian subsidiary is the Canadian dollar. Accordingly, all assets and
liabilities of the Canadian subsidiary which are denominated in Canadian dollars are
translated at the year-end exchange rate and revenues and expenses are translated
using a weighted average exchange rate for the applicable period. Any resulting
exchange gains and losses are presented as cumulative foreign currency translation
gains (losses) within other accumulated comprehensive loss.

Transactions denominated in foreign currencies are translated at the exchange rate
in effect on the respective transaction dates and gains and losses are reflected in the
consolidated statements of operations.

Financial instruments

The Company’s financial instruments consists of cash and cash equivalents, accounts
receivable, accounts and other receivables, accounts payable, accrued liabilities,
employee related payables, notes payable, and promissory notes payable. Unless
otherwise stated the fair value of the financial instruments approximates their carrying
value. The Company has not entered into foreign exchange derivative contracts.

Cash and cash equivalents

Cash and cash equivalents consist of cash and short term deposits with original
maturities of ninety days or less and are recorded at amortized cost.

Property and equipment

Property and equipment are carried at cost. Amortization is provided using the
straight-line method over the assets estimated useful lives as follows:

Office equipment and furniture 5 years
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Voice Mobility International, Inc.

NOTES TO CONSOLIDATED
FINANCIAL STATEMENTS

December 31, 2005 (expressed in U.S. dollars)

2. SIGNIFICANT ACCOUNTING POLICIES (cont’d.)

Software development costs

Costs incurred internally to develop computer software products and the costs to
acquire externally developed software products (which have no alternative future
use) to be sold, leased or otherwise mark:eted are charged to expense until the
technological feasibility of the product has been established. After technological
feasibility is established and until the product is available for general release,
software development, product enhancements and acquisition costs are capitalized
and amortized on a product-by-product basis.

Stock based compensation

The Company accounts for stock-based employee compensation arrangements using
the intrinsic value method in accordance|with the provisions of Accounting Principles
Board Opinion No. 25, "Accounting for Stock Issued to Employees” (“APB 25”) and
complies with the disclosure provisions of Statement of Financial Accounting Standards
Nao. 123, "Accounting for Stock-Based Compensation” ("FAS 123”), as amended by
Statement of Financial Accounting Standards No. 148, "Accounting for Stock-Based
Compensation-Transition and Disclosure - an amendment of FASB Statement No. 1237
("FAS 148”). The pro-forma disclosure of|stock based compensation is included in Note
9[cl.

Under APB 25, compensation expense for employees is based on the excess of the fair
value of the Company’s stock over the exercise price if any, on the date of the grant.
The Company accounts for stock issued to non-employees at fair value in accordance
with FAS 123. The Company uses the Black Scholes option pricing model to determine
the fair value of stock options granted t? non-employees.

{

Income taxes

The Company follows the liability method of accounting for income taxes. Under this
method, deferred tax assets and liabilities are determined based on the difference
between the financial reporting and taxfbases of assets and liabilities using enacted
tax rates that will be in effect for the year in which the differences are expected to
reverse.

Loss per share

Basic loss per share is computed by diviging loss available to common stockholders by
the weighted average number of common stock and exchangeable shares outstanding
for the period. Diluted loss per share reflects the dilutive potential of outstanding

securities using the treasury stock methiod
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Voice Mobility International, Inc. ‘
NOTES TO CONSOLIDATED

FINANCIAL STATEMENTS - _

December 31, 2005 . _ o : " (expressed in U.S. dollars)

2. SIGNIFICANT ACCOUNTING POLICIES (cont’d.)

Comprehensive loss .

Comprehensive loss includes all changes in equity except those resulting from
investments by owners and distributions to owners. Other accumulated comprehensive
loss consists only of accumulated foreign currency translation adjustments for all years
presented. : :

Recent Accounting Pronouncements

in December 2004, the FASB issued Statement of Financial Accounting Standards 123R
"Share-Based Payment,” a revision to FAS 123. FAS 123R replaces existing requirements
under FAS 123 and APB 25, and requires public companies to recognize the cost of
employee services received in exchange for equity instruments, based on the grant-
date fair value of those instruments, with limited exceptions. FAS 123R also affects the
pattern in which compensation cost is recognized, the accounting for employee share
purchase plans, and the accounting for income tax effects of share-based payment
transactions. For small-business filers, FAS 123R will be effective for interim or annual
periods beginning after December 15, 2005. The Company will adopt FAS 123R on
January 1, 2006. As permitted by FAS 123, the Company currently accounts for share-
based payments to employees using APB 25’s intrinsic value method. Accordingly,

the adoption of FAS 123R’s fair value method will have a significant impact on the
Company'’s statement of operations, although it will have no impact on the Company’s
overall financial position. The impact of adoption of FAS 123R cannot be predicted

at this time because it will depend on levels of share-based payments granted in the
future. However, had the Company adopted FAS 123R in prior periods, the impact of
that standard would have approximated the impact of FAS 123 as described in the
disclosure of pro forma net loss and loss per share in Note 9[c] to these consolidated
financial statements.

In May 2005, the FASB issued SFAS No. 154, "Accounting Changes and Error
Corrections.” SFAS No. 154 replaces APB Opinion No. 20, “Accounting Changes,” and
SFAS No. 3, "Reporting Accounting Changes in Interim Financial Statements,” and

is effective for accounting changes and error corrections made after December 31,
2005. Early adoption is also permitted. SFAS No. 154 requires that voluntary changes
in accounting principles be applied retrospectively to all periods presented so that
those financial statements contain a consistent application of the accounting principle.
APB Opinion No. 20 previously required that most voluntary changes in accounting
principles be reflected in the financial statements by showing the cumulative effect
of the change for all periods prior to the change. The guidance in APB Opinion No. 20
regarding the correction of an error in previously issued financial statements and a
change in accounting estimates was carried forward in SFAS No. 154. We plan to adopt
this standard in fiscal year 2006.



Voice Mobility International, Inc.

NOTES TO CONSOLIDATED
FINANCIAL STATEMENTS

December 31, 2005 ~ (expressed in U.S. dollars)

F
3. CONCENTRATION OF CREDIT RISK

Financial instruments, which potentially subject the Company to concentrations of
credit risk, consist principally of cash and cash equivalents, accounts receivables
and the other receivables. The Company performs ongoing credit evaluations of its
customers and maintains allowances for potential credit losses which, when realized,
have been within the range of management’s expectations.

Amounts owing from one customer comprised 100% of the gross accounts receivable
balance at December 31, 2005.

4. SEGMENTED INFORMATION AND ECONOMIC DEPENDENCE

The Company operates in one major line jof business, the development, manufacture
and marketing of enhanced messaging software systems.

Revenue from external customers, by location of customer, is as follows:

Canada us ) &Othr

11,755 | 22,589

Sales from technical training and support services to one customer comprised 66%

of revenue and sales from the recognition of deferred revenue from one customer
comprised 34% of revenues in 2005. Sales from technical training and support services
to one customer comprised 100% of revenues in 2004.

The Company has substantially all its as?ets in Canada and its current and planned
future operations are, and will be, located in Canada.
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Voice Mobility International,

NOTES TO CONSOLIDATED
FINANCIAL STATEMENTS

December 31, 2005 : ‘ o o : (expressed in U.S. dollars)

5. PROPERTY AND EQUIPMENT

Accumulated Net Book

3.
548,264

e m;«mr

.w__‘lié Fhb AR

: 599
3,039,986 2, 934 908 105,078

6. NOTES PAYABLE

Se otes; payat 983 &
Series D notes payable 633&!,0%4

"Serles H( notes payable

All of the outstanding notes payable are denommated in Canadian dollars and include
accrued and unpaid interest.

On September 19, 2005, the Company amended the terms of its outstanding Series

C, D, E, F, G and H notes payable. The maturity dates of each of the notes payable
have been extended until December 31, 2009. The notes payable will continue to bear
interest at 8% per annum, however, all scheduled principal repayments and interest
payments are now based upon tiered percentages of the Company’s earnings before
interest, tax, depreciation and amortization, calculated and repayable quarterly. The
Company also agreed to immediate repayment of all amounts due upon the occurrence
of a qualified triggering event such as a change of control, merger, amalgamation,
acquisition or liquidation.
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Voice Mobility International, Inc.

NOTES TO CONSOLIDATED
FINANCIAL STATEMENTS

December 31, 2005

6. NOTES PAYABLE (cont’d.)

voice.
o] i1, Br bt
flebilit

{expressed in U.S. dollars)

The Company also extended the time penod allowed to exercise the conversion
feature of the Series F note payable to December 31, 2009. The Series F note is
convertible at the option of the holder at any time before December 31, 2009 into

units at a price of $0.99 (Cdn$1.15) per

unit. Each unit will consist of one common

share and one non-transferable commonishare purchase warrant. Each warrant
entitles the holder, upon giving 61 days rotlce to the Company, to purchase one
common share of the Company at a pnce of $0.99 (Cdn$1.15) per share at any time

before December 31, 2009.

The Company also modified the existing

call feature on the Class T share purchase

warrants to restrict the amount callable to 20% in each successive 30 day period after

the initial call. See Note 9[d].

In consideration for the amendments, the Company also issued 1,450,000 Class Z share
purchase warrants to the note holders. Each Class Z warrant entitles the holder to
purchase one common share for $0.95 (Cdn$1.10) at any time up to September 18,

2008. The warrants also include a call f
described in Note 9[d].

eature at the option of the Company that is

The amendments have been accounted for in accordance with Emerging Issues

Task Force No. 96-19, Debtor’s Accounting for a Modification or Exchange of Debt
Instruments, whereby an amount of $764,068 (Cdn$893,500) representing the
aggregate fair value of the Class Z warrants and extension to the conversion feature
on the Series F note payable has been recorded as deferred finance costs. This amount
will be amortized to the statement of operatlons on a straight-line basis over the
remaining 51-month term to maturity of the notes payable.

Repayment of all series of notes payable have been guaranteed by the Company and
are collateralized by the assets of the Company’s subsidiary, Voice Mobility Inc.

SERIES C NOTES PAYABLE
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Voice Mobility International, Inc.

NOTES TO CONSOLIDATED
FINANCIAL STATEMENTS

December 31, 2005 » ' | (expressed in U.S. dollars)

6. NOTES PAYABLE (cont’d.)

On September 9, 2003, the Company completed a restructuring arrangement
whereby certain existing debt and convertible preferred stock were settled in full in

- exchange for the issuance of Series C notes, common stock and Class T share purchase
warrants. The Class T share purchase warrants are exercisable for a period of five
years at an exercise price of $0.37 (Cdn$0.425) per share. The gross proceeds have
been allocated to the notes and the warrants based on the relative fair value of
each security at the time of issuance. Accordingly, $3,300,127 (Cdn$4,454,841) was
allocated to the notes and $272,379 (Cdn$367,685) was allocated to the warrants
in aggregate. The fair value of the warrants was estimated using the Black-Scholes
option-pricing model. The discount on the notes as a result of the warrants was
subject to accretion over the 27-month term to maturity of the notes and recorded as
interest expense. :

On September 19, 2005, the Company amended the maturity date and repayment
provision in exchange for the issuance of 980,137 Class Z share purchase warrants.

The Class Z share purchase warrants are exercisable for a period of three years at an
exercise price of $.95 (Cdn$1.10) per share. The warrants also include a call feature

at the option of the Company that is described in Note 9[d]. The relative fair value

of warrants of $502,894 (Cdn$588,082) were estimated using the Black-Scholes

option pricing model and was recorded as a deferred finance charge and is subject to
amortization over the 51-month term to maturity of the notes and recorded as interest
expense. The remaining balance of the discount on the notes is subject to accretion
over the 51-month term to the amended date of maturity of December 31, 2009.

The Series C notes bear interest at 8% per annum and are now payable based upon

a tiered percentage of the Company’s earnings before interest tax depreciation and
amortization. 68% of the aggregate amount payable to service the notes are payable
quarterly and mature on December 31, 2009.

SERIES D NOTES PAYABLE

e 75,000
:: T(54,555)
§ % 523 445

623,034 543610




Voice Mobility International, Inc.

NOTES TO CONSOLIDATED
FINANCIAL STATEMENTS

December 31, 2005 (expressed in U.S. dollars)

6. NOTES PAYABLE (cont’d.)

On September 9, 2003, the Company issued an aggregate of $366,838 (Cdn$500,000)
Series D notes and 574,999 Class R share purchase warrants to four shareholders, one
of whom is also a director of the Company. The warrants are exercisable for a period
of five years at an exercise price of $0. 37 (Cdn$0.425) per share. The warrants also

include a call feature at the option of th(‘? Company that is described in Note 9[d].

The notes are subject to a repayment premlum equal to 15% of the outstanding
principal balance. The repayment premlum of $64,488 (Cdn$75,000) was recorded

as an increase to the notes balance and as a deferred financing cost. The deferred
financing cost was being amortized to mterest expense over the 27-month term to
maturity. The gross proceeds have been allocated to the notes and the warrants

based on the relative fair value of each secunty at the time of issuance. Accordingly,
$284,466 (Cdn$384,000) was allocated to the notes and $85,932 (Cdn$116,000) was
allocated to the warrants in aggregate. The fair value of the warrants was estimated
using the Black-Scholes option-pricing model The discount on the notes as a result of
the warrants was subject to accretion over the 27-month term to maturity of the notes
and recorded as interest expense.

On September 19, 2005, the Company amended the maturity date and repayment
provision in exchange for the issuance of 120,221 Class Z share purchase warrants.
The Class Z share purchase warrants are exercisable for a period of three years at

an exercise price of $0.95 (Cdn$1.10) per share. The warrants also include a call
feature at the option of the Company that is described in Note 9[d]. The relative fair
value of warrants of $61,683 (Cdn$72,133) were estimated using the Black-Scholes
option pricing model and was recorded as a deferred finance charge and is subject to
amortization over the 51-month term tol maturity of the notes and recorded as interest
expense. The remaining balance of the deferred financing cost and discount on the
notes is subject to accretion over the 51-month term to the amended date of maturity
of December 31, 2009.

The Series D notes bear interest at 8% per annum and are now payable based upon
a tiered percentage of the Company’s earnings before interest tax depreciation and
amortization. 8% of the aggregate amount payable to service the notes are payable
quarterly and mature on December 31, 2009,
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Voice Mobility International, Inc.

NOTES TO CONSOL!DATED
FINANCIAL STATEMENTS

December 31, 2005 ' ' , (expresséd in U.S. dollars)

6. NOTES PAYABLE (cont’d.)
SERIES E NOTES PAYABLE

Accrued interest

During the months of November and December 2003, the Company issued an aggregate
of $457,754 (Cdn$600,000) Series E notes to two shareholders. The notes are subject
to a repayment premium equal to 15% of the outstanding principal balance. The
repayment premium of $69,418 (Cdn$90,000) was recorded as an increase to the notes
balance and expensed immediately as interest since the notes were due on demand.

On September 19, 2005, the Company amended the maturity date and repayment
provision in exchange for the issuance of 144,266 Class Z share purchase warrants.

The Class Z share purchase warrants are exercisable for a period of three years at

an exercise price of $0.95 (Cdn$1.10) per share. The warrants also include a call
feature at the option of the Company that is described in Note 9[d]. The relative fair
value of warrants of $74,021 (Cdn$86,560) were estimated using the Black-Scholes
option pricing model and was recorded as a deferred finance charge and is subject to
amortization over the 51-month term to maturity of the notes and recorded as interest
expense.

The Series E notes bear interest at 8% per annum and are now payable based upon

a tiered percentage of the Company’s earnings before interest tax depreciation and
amortization. 10% of the aggregate amount payable to service the notes are payable
quarterly and mature on December 31, 2009.

SERIES F CONVERTIBLE NOTE PAYABLE
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Voice Mobility International, Inc.

NOTES TO CONSOLIDATED
FINANCIAL STATEMENTS

December 31, 2005 (expressed in U.S. dollars)

6. NOTES PAYABLE (cont’d.)

On June 17, 2004, the Company issued a $112,517 (Cdn$150,075) Series F convertible
note to one shareholder. The convertiblg note contains an embedded beneficial
conversion feature amounting to $32,000 that was calculated as the difference
between the conversion price and the fair value of the units into which the note

is convertible multiplied by the number of units. The $32,000 was expensed
immediately as interest since the note was due on demand.

On September 19, 2005, the Company alpended the maturity date, conversion date
and repayment provision in exchange foq the issuance of 31,684 Class Z share purchase
warrants. The Class Z share purchase warrants are exercisable for a period of three
years at an exercise price of $0.95 (Cdn$1 10) per share. The warrants also include a
call feature at the option of the Company that is described in Note 9[d]. The relative
fair value of warrants of $16,256 Cdn$19 010) and extension of the conversion feature
from June 17, 2006 to December 31, 2009 of $20,096 (Cdn$23,500) were estimated
using the Black-Scholes option pricing model and was recorded as a deferred finance
charge and is subject to amortization over the 51-month term to maturity of the notes
and recorded as interest expense.

The note is now convertible at the option of the holder at any time before December
31, 2009 into units at a price of 50.99 (Cdn$1 15) per unit. Each unit will consist of
one common share and one non-transferable common share purchase warrant. Each
warrant entitles the holder, upon giving 61 days notice to the Company, to purchase
one common share of the Company at a jprice of $0.99 (Cdn$1.15) per share at any
time before December 31, 2009.

The Series F convertible note bear interest at 8% per annum and are now payable
based upon a tiered percentage of the Company’s earnings before interest tax
depreciation and amortization. 2% of the aggregate amount payable to service the
notes are payable quarterly and maturejon December 31, 2009.

SERIES G NOTES PAYABLE

Mebility

On July 1, 2004, the Company issued an
notes to two shareholders.
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Voice Mobility International, Inc.

NOTES TO CONSOLIDATED
FINANCIAL STATEMENTS

December 31, 2005 | | (expressed in U.S. dollars)

6. NOTES PAYABLE (cont’d.)

On September 19, 2005, the Company amended the maturity date and repayment
provision in exchange for the issuance of 84,448 Class Z share purchase warrants.

The Class Z share purchase warrants are exercisable for a period of three years at

an exercise price of $0.95 (Cdn$1.10) per share. The warrants also include a call
feature at the option of the Company that is described in Note 9[d]. The relative fair
value of warrants of $43,329 (Cdn$50,669) were estimated using the Black-Scholes
option pricing model and was recorded as a deferred finance charge and is subject to
amortization over the 51-month term to maturity of the notes and recorded as interest
expense.

The Series G notes bear interest at 8% per annum and are now payable based upon
a tiered percentage of the Company’s earnings before interest tax depreciation and
amortization. 6% of the aggregate amount payable to service the notes are payable
quarterly and mature on December 31, 2009.

SERIES H NOTES PAYABLE

During the months of March and May 2005, fhe Company issued an aggregate of
$367,227 (Cdn$450,000) Series H notes to three shareholders.

On September 19, 2005, the Company amended the maturity date and repayment
provision in exchange for the issuance of 89,244 Class Z share purchase warrants.

The Class Z share purchase warrants are exercisable for a period of three years at

an exercise price of $0.95 (Cdn$1.10) per share. The warrants also include a call
feature at the option of the Company that is described in Note 9[d]. The relative fair
value of warrants of $45,789 (Cdn$53,546) were estimated using the Black-Scholes
option pricing model and was recorded as a deferred finance charge and is subject to
amortization over the 51-month term to maturity of the notes and recorded as interest
expense.

The Series H notes bear interest at 8% per annum and are now payable based upon
a tiered percentage of the Company’s earnings before interest tax depreciation and
amortization. 6% of the aggregate amount payable to service the notes are payable
quarterly and mature on December 31, 2009,
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Voice Mobility International, Inc.

NOTES TO CONSOLIDATED
FINANCIAL STATEMENTS

December 31, 2005 (expressed in U.S. dollars)

7. PROMISSORY NOTE PAYABLE

The Company believes Innovatia/Aliant has not complied with the terms of the
development agreement and the software license agreement that gave rise to the
promissory note payable and the other related assets and liabilities as described
below. As a result, the Company has corrésponded with Aliant to discuss a proposed
settlement. Any settlement, which could d1ffer materlally from the amounts currently
reported, will be recorded in the period it occurs.

Promissory Note Payable

On December 28, 2001, the Company 1ssﬂ1ed Innovatia Inc. (“Innovatia”), a wholly
owned subsidiary of Aliant Inc. ("Ahant”), a promissory note in the amount of
$1,707,989 (Cdn$2,720,142) in settlement of development services contracted

from Innovatia from February 1, 2001 to }December 31, 2001. The promissory note
bears interest at prime plus 1% (pnme rate at December 31, 2005 was 4.75%) and

is repayable in quarterly installments unt1l repaid in full. The amount payable each
quarter is the lesser of $194,908 (Cdn$226 678) and 40% of the net aggregate amount
of invoices issued by the Company to AhaFmt and its subsidiaries in the quarter.

After December 31, 2004, any current or future amounts due in accordance with the
quarterly repayment schedule are only payable in common shares and the number

of common shares payable, if any, is determined by dividing the amount payable by
Cdn$1.56. As at December 31, 2005, the current portion due on the promissory note
is $396,088 (CDN$460,651) and this amount is payable only by the issuance of 295,289
common shares. Notwithstanding, the Company has the option at any time and from
time to time to prepay in cash, common shares or a combination thereof, the whole or
any portion of the remaining non-current balance. If the Company elected to prepay
by common shares, then 500,000 of the common shares will be valued at the lesser of
the market price of the common shares jon the Toronto Stock Exchange and Cdn$0.75
per share, and the value of the balanceof any other common shares issuable to repay
the debt is determined by the weighted average trading price of the common shares
on the Toronto Stock Exchange over thejten trading days immediately prior to the date
on which the common shares are to be issued.
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Voice Mobility International, Inc.

NOTES TO CONSOLIDATED
FINANCIAL STATEMENTS

December 31, 2005 ’ (eXpressed in U.S. dollars)

7. PROMISSORY NOTE PAYABLE (cont’d.)

As at December 31, 2005, the non-current portion of the promissory note eligible for
prepayment is $2,140,115 (CDNS$2,488,953) and if the Company elected to prepay this
amount with the issuance of common shares then as at January 1, 2006, this would
result in the issuance of 2,928,180 common shares.

As at January 1, 2006, if the Company made the election to settle the entire principal
and interest outstanding with the issuance of common shares, this would result in the
issuance of 3,223,469 shares of common stock. The Company is required to obtain
shareholder and regulatory approval to issue common shares to settle the promissory
note. The Company has obtained shareholder and regulatory approval to issue up to
2,000,000 shares of common stock to settle all or a portion of the promissory note.
The Company will need to obtain further shareholder and regulatory approval to issue
common shares to settle the remaining balance of the promissory note. In the event
such shareholder and regulatory approval lS not obtained, the promissory note will be
payable only in cash.

The Company continues to accrue for inierest; however, there has been no activity in
terms of repayment of the promissory note since March 2002.

Other Related Assets and Liabilities

In addition to the promissory note payable, the Company’s financial statements include
certain Canadian dollar denominated assets and liabilities. Each balance originated

in connection with either the initial development agreement with Innovatia or the
three-year software license agreement with Aliant that was signed on June 19, 2002.
The Company received an initial payment from Aliant immediately after signing the
software license agreement to deliver certain software products and services however,
the deployment of product did not occur as planned. The US dollar equivalent of these
assets and liabilities as reported in the Company’s financial statements is as follows:

2005 2004

:Deferred contract costs

8 e i
Accounts payable to Innovatia for GST and PST on
development services
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Voice Mobility International, Inc.
NOTES TO CONSOLIDATED
FINANCIAL STATEMENTS
December 31, 2005 (expressed in U.S. dollars)

8. LOSS PER SHARE

The following table sets forth the computation of losS per share:

(3,030,925)

1,928,651 3,344,837

In connection with the 1999 recapitalizagion of the Company, Voice Mobility Canada
Limited (VM Canada), a wholly-owned subs1d1ary, issued 6,600,000 VM Canada
Exchangeable Shares. Each VM Canada Exchangeable Share is exchangeable for one
common share of the Company at any time at the option of the shareholder, and will
be exchanged no later than July 1, 2009, | and has essentially the same voting, dividend
and other rights as one common share Al share of Series A preferred voting stock, .
which was issued to a trustee in trust for the holders of the VM Canada Exchangeable
Shares, provides the mechanism for holders of the VM Canada Exchangeable Shares

to have voting rights in the Company. The Company considers each Exchangeable
Share as equivalent to one share of its commeon stock and therefore the Exchangeable
Shares are included in the computation of basic loss per share. During 2005, holders
of the Exchangeable Shares exchanged 2I 427,500 Exchangeable Shares into 2,427,500
common shares of the Company for no additional consideration. As at December 31,
2005, 912,500 Exchangeable Shares are outstanding [2004 - 3,340,000].

For the years ending December 31, 2005 and 2004, the Company’s common shares

issuable upon the exercise of stock options, warrants and other convertible securities
were excluded from the determination of diluted loss per share as their effect would
be anti-dilutive.
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Voice Mobility International, Inc.

NOTES TO CONSOLIDATED
FINANCIAL STATEMENTS

December 31, 2005 : (expressed in U.S. dollars)

9. SHARE CAPITAL
[a] Authorized

The Company is authorized to issue up to 1 00,000,000 shares of common stock, par
value $0.001 per share. The Company is also authorized to issue up to 1,000,000
shares of preferred stock, par value $0.001 per share.

[b] Common stock
2005
Private Placements

On June 27, 2005, the Company issued 4,100,000 units at Cdn$1.00 per unit for net
cash proceeds of $3,082,599 (Cdn$3,794,063). $2,758,420 of the net cash proceeds
was received in June 2005 with the remaining $324,179 collected in July 2005.

Each unit consists of one share of common stock and one half of one Class X share
purchase warrant, entitling the holder to one common share, exercisable at Cdn$1.10
per share at any time up to June 26, 2008. A director and officer of the Company
purchased 25,000 units in this private placement for net cash proceeds of Cdn$25,000.
The Company incurred $9,634 (Cdn$11,857) in professional fees and $238,934
(Cdn$294,080) in financing fees for a total of $248,568 (Cdn$305,937). The Company
also issued 27,120 common shares and 13,560 Class X share purchase warrants to a
third party as a financing fee. The warrants also include a call feature at the option of
the Company that is described in Note 9[d]:

On August 19, 2005, the Company issued 140,000 units at Cdn$1.00 per unit for net
cash proceeds of $98,739 (Cdn$119,537). Each unit consists of one share of common
stock and one half of one Class Y share purchase warrant, entitling the holder to

one common share, exercisable at Cdn$1.10 per share at any time up to August 18,
2008. The Company incurred $7,566 (Cdn$9,263) in professional fees and paid $9,244
(Cdn$11,200) in cash to a third party as a finders fee. The warrants also include a call
feature at the option of the Company that is described in Note 9[d].

Exchangeable Shares

During 2005, holders of the Exchangeable Shares exchanged 2,427,500 Exchangeable
Shares into 2,427,500 common shares of the Company for no additional consideration.




Voice Mobility International, inc.

NOTES TO CONSOLIDATED
FINANCIAL STATEMENTS

December 31, 2005

9. SHARE CAPITAL (cont’d.)
2004

Private Placements

(expressed in U.S. dollars)

On March 4, 2004, the Company issued 900,000 units at Cdn$1.15 per unit for net cash

proceeds of $758,326 (Cdn$1,012,879).
stock and one half of one Class U share p
one common share, exercisable at Cdn$1
Company paid $10,106 (Cdn$13,498) inc
16,875 Class U share purchase Voice Mob
party as a finders fee. The warrants also
Company that is described in Note 9[d].

On August 27, 2004, the Company issued
cash proceeds of $76,103 (Cdn$100,000)
comprises one share of common stock an

i

ach unit comprises one share of common
urchase warrant, entitling the holder to
.36 at any time up to March 4, 2007. The
ash and issued 33,750 common shares and
lity International, Inc. warrants to a third
include a call feature at the option of the

153,846 units at Cdn$0.65 per unit for net
to a director of the Company. Each unit
d one half of one Class W share purchase

warrant, entitling the holder to one cominon share, exercisable at Cdn$1.00 at any
time up to August 26, 2007. The warrants also include a call feature at the option of

the Company that is described in Note 9[

On September 22, 2004, the Company i 1ss

for net cash proceeds of $1,075,870 (Cdn$1,381 308)

of common stock and one half of one Cla|

d].

ued 2,153,846 units at Cdn$0.65 per unit
Each unit comprises one share
ss W share purchase warrant, entitling the

holder to one common share, exercrsable at Cdn$1.00 at any time up to September
21, 2007. The Company paid 54,010 (CdnSS 148) in cash and issued 145,631 common
shares and 72,817 Class W share purchase warrants to a third party as a finders fee.

The warrants also include a call feature at the option of the Company that is described

in Note 9[d].

On September 22, 2004, the Company iss

net cash proceeds of $76,170 (Cdn$97, 795)

stock and one half of one Class W share
common share, exercisable at Cdn$1.00
Company paid $859 (Cdn$1,129) in cash

ued 149,885 units at Cdn$0.66 per unit for
Each unit comprises one share of common

purchase warrant, entitling the holder to one
at any time up to September 21, 2007. The
and issued 9,531 common shares and 4,766
Class W share purchase warrants to a third party as a finders fee. The warrants also
include a call feature at the option of the Company that is described in Note 9[d].
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Voice Mobility International, Inc.

NOTES TO CONSOLIDATED
FINANCIAL STATEMENTS

December 31, 2005 ' ; ' (expressed in U.S. dollars)

9. SHARE CAPITAL (cont’d.)

Exchangeable Shares

During 2004, holders of the Exchangeable Shares exchanged 110,000 Exchangeable
Shares into 110,000 common shares of the Company for no additional consideration.

Legal Settlement Agreement

On June 23, 2004, in connection with a legél settlement agreement with a former
employee, the Company issued 187,500 shares of common stock with a fair value at
the time of issuance of $112,500 (see Note 13).

Settlement of an Accounts Payable Balance

On August 19, 2004, in connection with thefsettlément of an outstanding accounts
payable balance with a certain vendor, the Company issued 40,000 shares of common
stock with a fair value at the time of issuance of $22,000.

[c] Stock options |
Second Amended and Restated 1999 Stock Option Plan

On June 14, 2001, an amendment to the Amended and Restated 1999 Stock Option
Plan was approved to meet the requirements for listing of the Company’s securities on
The Toronto Stock Exchange. The Second Amended and Restated 1999 Stock Option
Plan (“Plan”) authorizes an aggregate amount of 10,000,000 common shares to be
issued pursuant to the exercise of stock options.

The Plan provides for the granting of options, which either qualify for treatment
as incentive stock options or non-statutory stock options, and entitles directors,
employees and consultants to purchase common shares of the Company. Options
granted are subject to approval of the Board of Directors or the Compensation
Committee. \

The options generally vest over a period of two to three years from the date of grant.
Any options that do not vest as the result of a grantee leaving the Company are
forfeited and the common shares underlying them are returned to the reserve. The
options generally have a contractual term of five years.
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NOTES TO CONSOLIDATED
FINANCIAL STATEMENTS

December 31, 2005

9. SHARE CAPITAL (cont’d.)

Activity under the Plan is as follows:

MB@W t

(expressed in U.S. dollars)

Options Outstanding

The weighted average remaining contractual life and weighted average exercise price
of options outstanding and of options exercisable as at December 31, 2005 are as

follows:

-
As at December 31, 2005, 7,063,776 [2004 - 5,037,354] options outstanding have an

exercise price denominated in Canadian
of Cdn$0.86 [2004 - Cdn$0.84].

The Company incurred non-cash stock based compensation expense of $90,307 and
$14,061 in general and administrative ex

2005 and 2004 respectively.

dollars with a weighted average exercise price

penses for the years ended December 31,
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Voice Mobility International, Inc.

NOTES TO CONSOLIDATED
FINANCIAL STATEMENTS

December 31, 2005 ~(expressed in U.S. dollars)

9. SHARE CAPITAL (cont’d.)

Pro forma disclosure of stock based compensation

Pro forma information regarding results of operations and loss per share is required
by FAS 123, as amended by FAS 148, for stock-based awards to employees as if the
Company had accounted for such awards using the fair value method. The fair value
of the Company’s stock-based awards granted to employees in 2005 and 2004 was
estimated using the Black-Scholes option-pricing model. The weighted average
assumptions used and the resulting estimates of weighted average fair value of stock
options granted issued during the following periods were as follows:

For pro forma purposes, the estimated value of the Company’s stock-based awards
to employees is amortized on a straight-line basis over the vesting period of

the underlying options. The effect on the Company’s net loss and loss per share

of applying FAS 123 to the Company’s stock-based awards to employees would
approximate the following:

2005 2004

reported net
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Voice Mobility International, Inc.

NOTES TO CONSOLIDATED
FINANCIAL STATEMENTS

December 31, 2005 - | (expressed in U.S. dollars)

9. SHARE CAPITAL {(cont’d.)
[d] Warrants

{

|

The Company has the following common stock warrants outstanding:

Class T warrants 3, 195,&350

Class V warrants Z,OQQ,OOO

wClass Z warrants

‘ Class K warrants

6,644,152 7,773,248 1},341{;6333 100,000 12v 973‘067
!
All of the share purchase warrants outstanding have exercise prices denominated in

Canadian dollars.
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NOTES TO CONSOLIDATED |

FINANCIAL STATEMENTS

December 31, 2005 o (expressed in U.S. dollars)

9. SHARE CAPITAL (cont’d.)

The following share purchase warrants have a call feature by which the Company

can demand exercise of the share purchase warrants if the common stock trades at a
price equal to or greater than a specified Canadian dollar amount on the Toronto Stock
Exchange for a period of 30 consecutive days and if the share purchase warrants have
not been exercised then such share purchase warrants will terminate on the date that
is 120 days from the date such demand is given to the holders.

g
ity

Class U warrants $2.58 (Cdn. $3.00)
S I

Class XY gﬁd Z warrants $1.72 (Cdn. $2.00)

On September 19, 2005, the Company modified the existing call feature on the Class T
share purchase warrants to restrict the amount callable to 20% in each successive 30
day period after the initial call.

On June 1, 2004, the Company amended its Master License Agreement with Avaya Inc.
("Avaya”) and in this regard granted 6,000,000 Class V warrants, which allow Avaya,
upon the achievement of certain performance based milestones, to acquire up to
6,000,000 common shares of the Company at Cdn.$1.14 per share. 2,000,000 warrants
vested immediately and will expire on May 31, 2006. The fair value of the 2,000,000
warrants, which vested immediately, was measured using the Black-Scholes option-
pricing model and amounted to $1,169,591. This amount was expensed to sales and
marketing in the statements of operations in 2004. The remaining 4,000,000 Class V
warrants will vest based on performance based milestones and will expire on May 31,
2007. As at December 31, 2005, no additional performance based milestones had been
met.
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Voice Mobility International, Inc.

NOTES TO CONSOLIDATED
FINANCIAL STATEMENTS

December 31, 2005 (expressed in U.S. dollars)

10. INCOME TAXES

The Company is subject to United States federal and state income taxes at an
approximate rate of 35%. The Company isjalso subject to Canadian federal and British
Columbia provincial taxes in Canada. The reconciliation of the provision (recovery) for
income taxes at the United States federal statutory rate compared to the Company’s
income tax expense is as follows:

Deferred income taxes reflect the net tax effects of temporary differences between
the carrying amounts of assets and liabilities for financial reporting purposes and

the amounts used for income tax purposes. The Company has recognized a valuation
allowance for those deferred tax assets for which realization is not more likely than

not to occur. !
i

Significant components of the Company’sideferred tax assets as of December 31 are as
follows:
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Voice Mobility International, Inc.

NOTES TO CONSOLIDATED
FINANCIAL STATEMENTS

December 31, 2005 | (expressed in U.S. dollars)

10. INCOME TAXES (cont’d.)

The non-capital and net operating loss carry forwards expire as follows:

Pursuant to Section 382 of the Internal Revenue Code, use of the Company’s net
operating loss carry forwards may be limited if the Company experiences a cumulative
change in ownership of greater than 50% in a moving three year period. Ownership
changes could impact the Company’s ability to utilize net operating losses and

credit carry forwards remaining at the ownership change date. The limitation will

be determined by the fair market value of common stock outstanding prior to the
ownership change, multiplied by the applicable federal rate.

11. RELATED PARTY TRANSACTIONS

The Company had the following related party transactions in the normal course of
operations which were recorded at amounts established and agreed between the
related parties:

[a] During the year ended December 31, 2005, the Company was charged by Tsalix
Investment Inc. (previously Pacific Western Mortgage Corporation), a company
controlled by a shareholder and a director of the Company, for consulting services
totalling $nil [2004 - $1,664]. At December 31, 2005, $5,159 is included in accrued
liabilities [2004 - $62,750] that is owing to the same shareholder and director of the

n our way
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Voice Mobility International, Inc.

NOTES TO CONSOLIDATED
FINANCIAL STATEMENTS

December 31, 2005 (expressed in U.S. dollars)

11. RELATED PARTY TRANSACTIONS (cont’d.)

[b] During the year ended December 31, 2005 the Company was charged legal fees
totalling $45,989 [2004 - $66,237] by Catalyst Corporate Finance Lawyers, of which
the Company’s Corporate Secretary is a partner. At December 31, 2005, $1,290 [2004
- $21,547] is included in accounts payable and accrued liabilities.

[c] As at December 31, 2005, included in the notes payable are the following amounts
due to a director or hlS immediate family member.

Principal Portion of Notes

‘Series G notes

1,611,051 1,936,484

!
[d] As per Note 9[b], on June 27, 2005, the Company issued 25,000 units at Cdn$1.00
per unit for net cash proceeds of $20,312/(Cdn$25,000) to a director and officer of the
Company.

[e] On September 19, 2005, the Company issued 9,618 Class Z share purchase
warrants to a director of the Company in exchange for amending the terms of the
Series D note payable.

12. COMMITMENTS

The Company leases two premises under operating leases, both of which expire in
2008. The minimum lease payments are as follows:
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NOTES TO CONSOLIDATED
FINANCIAL STATEMENTS
December 31, 2005 o ' ’ {expressed in U.S. dollars)

13. LEGAL SETTLEMENT

On June 21, 2004, the Company entered into a settlement agreement with a former
employee whereby the Company paid $118,397 (Cdn$150,000) in cash and issued
187,500 shares of common stock which were valued at the market price of the
Company’s shares on the date of issuance ($112,500). On December 19, 2005, the
Company paid an additional $138,510 (Cdn$162,500) in cash for a final dismissal of the
lawsuit.

14. SUPPLEMENTAL CASH FLOW INFORMATION

Net changes in operating assets and liabilities are as follows:

2005 2004

512,,,-.&;,;,,,
465,400 272,962

Non-cash investing and financing activities are as follows:

2005 2004

R ONE e b

gt G Tk i i i
Repayment of Series C note payable on
settlement of notes receivable - 153,206

‘Cash amounts paid for interest and income taxes are as follows:

2005 2004
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NOTES TO CONSOLIDATED
FINANCIAL STATEMENTS

December 31, 2005 (expressed in U.S. dollars)

15. COMPARATIVE FIGURES

Certain comparative figures have been reclassified to conform to the presentation
adopted in the current period.
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Harry Chan
Financial Controller

Mr. Chan brings over 11 years’ experience in
accounting and finance.

Rob Collins
Director of Marketing

%
Mr. Collins’s product marketing knowledge
and Tier 1 telecommunications experience
have developed over 16 vyears in the
telecommunications sector.

Phil Kelsey
Director of Software Development

Mr. Kelsey has more than 25 years’ experience in
software development, operations research and
information technology management.

Todd Johnson [missing from photo]
Director of Channel Support

Mr. Johnson has held a variety of telecom
industry positions over the last nine years,
including systems design, digital semi-
conductor design, customer support and
quality assurance management.
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Jay Hutton
President

Mr.  Hutton bhas more than 15 vyears
senior sales management experience i
telecommunications, with a track recor
for aggressively pursuing business growt
opportunities.

Randy Buchamer
CEO

Mr. Buchamer’s expertise in building sales an
managing large organizations was earned whil
in senior positions at well-known Canadia
companies, including the Jim Pattison Grouj
and Mohawk Oil.

Cliff McCollum
VP, Technology and Developmen

Mr. McCollum hasmorethan 14years’ profession
software development experience, six of whig
have been spent in the telecommunicatio
industry.
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_Randy G. Buchamer

Mr. Buchamer, Voice Mobility’s
CEO, has extensive experience
in strategic planning, sales
and operations and leadership
in dynamic organizations. He
has occupied various Board
positions since August 1999
and now serves as a director.

Donald Calder

Mr. Calder brings more than
thirty years of experience
in the telco industry, most
recently as President of
BCTelecom, to his role as
Chairman of the Board. He
also sits on the Compensation,
Audit and Governance
committees.

Gary R. Donahee

Mr.
senior

Donahee held several
positions worldwide
during his  accomplished
career with Bell-Northern
Research Company and Nortel
Networks. He has been a
Voice Mobility director since
* October 2003 and sits on the
~ Governance, Compensation
* and Finance committees.

Bill Krebs

Mr. Krebs is a Chartered
Accountant with more than
thirty-five years in public and
private practice. He was our
first Chairman in 1995 and has
remained involved ever since.
As a director, Mr. Krebs sits on
the Compensation and Audit
committees.

Jay Hutton

Voice Mobility’s President,
Mr. Hutton, has drawn on his
fifteen-plus years of senior
- salesmanagementexperience

in telecommunications
to meet the challenges
associated with  various
eadership roles throughout
his six years with the

" company.

- Bob Neal

Before his retirement, Mr.
Neal contributed his talents,
energy and leadership to
Aliant, NBTel and Bruncor for
twenty-four years. After a
short hiatus, he re-joined our
Board in October 2003 and
sits on the Audit and Finance
committees.

Mr. Sturdy brings over twenty
years’ experience in guiding
successful manufacturing and
. technology companies. He
serves as Director for seven
technology companies, four
of which are publicly traded.
He has been a Director
with VMl since April 2000
and sits on the Finance and
Governance committees.

David Raffa

Mr. Raffa is Voice Mability’s
Corporate Secretary and
has served as corporate
counsel for the past seven
years, prior to retiring from
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practicing law in 2005.
He is an acknowledged
corporate finance and

governance expert.
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